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Summary

1th the end of the Cold War, the United

States was presented with a novel de-

velopment challenge helping former
Soviet-bloc nations move from a centrally
planned economy to a market economy Address-
ing this task, President Bush proposed a new
concept, enterprise funds—nonprofit corpora-
tions that would use a U S government grant to
make equity investments and loans to medium-
size and small enterprises The funds would be
managed by private individuals with extensive
business or country experience They would seek
to stimulate the growth of the private sector in a
specific country or region

Four enterprise funds, all in eastern Eu-
rope, have been operating for more than seven
years One, the Polish fund, has been an enor-
mous success, while the performance of a sec-
ond has been awful A third, following serious
conflict with the U S government, seems bound
for modest success while the fourth made rapid
progress 1n finding suitable investments only 1n
1ts sixth and seventh years of operation Despite
this mixed record, the earlv funds probably played
a key role in the early days of the transition from
communism to market economies They demon-
strated U S support for private sector develop-
ment and 1n the Polish case, helped shape that
transition They also made many good invest-
ments 1n emerging companies and helped them
grow And they helped catalyze the interest of
private investors 1n eastern Europe

Seven other enterprise funds are newer with
between four and five years of operation and so
provide a more limited base on which to judge their
eventual success The newer funds have uniformly
been much slower in making investments than the
early funds, so most of their results are still 1n the
future In their first 42 months of operation the eight
newest funds disbursed only 24 percent of their
capital for investments, compared with 60 percent
for the first three funds during an equivalent period
The newer funds also have found the costs of op-
eration to be much higher than did the early funds

This slower start appears to be due to two
factors First, country conditions are much more
difficult 1n these later countries, with weaker
macroeconomic policies and a much less devel-
oped institutional base for the growth of the pri-
vate sector The transition to a vibrant market
economy 1s likely to take much longer and be
more subject to government policy reversals than
1n Poland, Hungary and the Czech and Slovak
Republics Second, private investors have begun
to make massive investments 1n the countries of
the former Soviet bloc This provides substan-
tially increased competition for the best deals It
also obviates one original rational for enterprise
funds that of catalyst for private investment



Enterprise funds began as an ad hoc re-
sponse to the specific situation posed in 1989 by
the impending transition to market economies by
Hungary and Poland They have subsequently
been used to promote the private sector in quite
different circumstances This has moved funds
from a situation in which they were a creative
and potentially highly effective tool to one in
which they have found greater difficulties find-
ing a proper niche It has also raised the ques-
tion of whether enterprise funds have an incen-
tive structure appropriate to the longer term
problems that they now face

The newer enterprise funds may find a use-
ful niche as they acquire experience and disburse
their resources, but their contribution to economic
development will come more slowly Although en-
terprise funds have concentrated on financing the
growth of a imited number of ndrvidual enterprises,
the justification for use of public funds has lain1n
the catalytic effect this will have on the overall coun-
try environment for business Judging by experience
to date the newer funds have substantially smaller
prospects for cataly tic effects on other investment
or on the economuic climate than the first funds
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The Enterprise Fund
Experience

1s Special Study examines the experience
of the 11 existing enterprise funds to de-
termine whether this approach 1s a useful
tool for future USAID programs in developing
countries It 1s not an evaluation of those funds,
rather 1t 1s a limited review of the available evi-
dence—primarily reports by the individual en-
terprise funds of their activities, supplemented
by 1nterviews with fund principals and review of
U S government and public records about their
operation An evaluation of how the funds have
performed would necessarily include analysis of
their impact on the individual enterprises they
have financed, as well as extensive in-country
work to identify other results of enterprise fund
operations

We seek here an answer to a straightfor-
ward question Does the enterprise fund experi-
ence to date suggest that USAID should use this
tool in additional countries? On the basis of the
evidence presented here, the answer 1s a quali-
fied no The stunning success of the first fund, 1n
Poland, 1s not being repeated 1n any other coun-
try, and the results being produced by newer
funds are too inconclusive to warrant creation
of additional funds at the present time This con-
clusion cannot be definitive, for most of the funds
are still in an early stage of their development
Another review of the validity of this conclusion
might be appropriate two years into the future,

after further evidence of the success or failure of
the existing enterprise funds has accumulated

The Concept

“Enterprise funds * were first proposed by
President Bush 1n speeches in Warsaw and
Budapest in June 1989 At the time the future
of Eastern Europe seemed to hang in the bal-
ance The Berlin Wall was not to fall until five
months later, but the sense of impending change
was evident The announcement was intended to
demonstrate U S government backing for the
conversion of these countries into market econo-
m1es by supporting their nascent private sectors

The enterprise fund concept was defined
only 1n very broad terms at the time, but State
Department and USAID officials worked 1n sub-
sequent months to give 1t texture By Septem-
ber, a concept paper had given clear shape to the
proposal © That paper identifies growth of me-
dium-size and small businesses as critical to the

Concept Paper, The Polish—~American Enterprise Fund
The Hungarian American Enterprise Fund Undated
(September 1989)
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rapid emergence of a dynamic private sector It con-
cludes that there 1s a need to channel investment
resources to such firms The paper proposes the
creation of nonprofit corporations, managed by pri-
vate mndividuals with extensive business or country
experience, that woulduse aU S government grant
to make mvestments 1n promising private businesses
1n the two countries The board of directors would
use 1ts collective judgment about what kinds of ac-
tivities to undertake, though this was generally as-
sumed to include equity investments and loans to
business firms and investment 1n financial interme-
diaries To buttress their investment role, enterprise
funds would also have funds to encourage other ac-
tivities relevant to the creation of a market economy

They might also give advice to governments on these
1ssues

The concept paper emphasized the advan-
tages of using private sector decision-making in
the rapidly evolving economic climates of Po-
land and Hungary It also anticipated that the
funds would operate under U S government
policy guidance and work closely with other U S
assistance programs These expectations were
not codified 1n legislation or the subsequent USAID
grant agreements The prevailing view at that
time within the administration held that an out-
side organization would act faster and more ef-
fectively than a program operated directly
through USAID, which was seen as slow to act
and bureaucratic in 1ts procedures The enterprise

funds were seen as a way to avoid such prob-
lems

President Bush proposed legislation for
this purpose in September 1989, and the Sup-
port for East European Democracy (SEED) Act
(PL 101-179) of November 1989 specifically au-
thorized the establishment of enterprise funds for
Poland and Hungary Both funds were to be pri-
vate nonprofit corporations Congress authorized
$240 millionin U S government funding for the
Polish fund and $60 million for the Hungarian
fund Each fund was to be governed by a board
of directors made up of a majority of U S citi-
zens from the private sector with relevant experi-

ence, and by private nationals of the assisted coun-
try The funds aimed to 1) develop the Polish and
Hungarian private sectors, including small busi-
nesses agriculture and joint ventures withU S and
host country participants, and 2) develop policies
and practices conductve to private sector develop-
ment in Poland and Hungary, through loans grants,
equity mmvestments, feasibility studies technical as-
sistance training, imsurance, guarantees and other
measures -

Beyond this general purpose and the com-
position of the board of directors, the law 1s vir-
tually silent on structure or mode of operation
The law requires only a series of procedural ac-
tions that the funds maintain adequate records,
that they undergo annual independent audits by
a private accounting firm, that they publish a
comprehensive annual report that they accept
audits by the General Accounting Office, and that
payments from the enterprise fund to employees
of the fund be limited to “salary and reasonable
compensation for services ” This compensation
was limited, imitially informally and later in spe-
cific agreements with the U S government toa
maximum of $150,000 per year for any employee
of a fund or subsidiary

Funds were expected to operate for a im-
ited period expected informally to be 10 to 15
years during which the country s transition to a
market economy would be completed At the end
of this time, the fund s assets would be sold
hopefully 1nto vibrant capital markets in the as-
sisted countries, and proceeds returned to the
U S government

From this in1tial conception, the enterprise
funds that have been created all share five char-
acteristics They involvea U S government grant
made to an unpaid presidentially appointed

SEED Act (PL 101-179) section 201
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board of directors which has substantial indepen-
dence 1n choosing an investment strategy for an
expected life of 10—15 years with compensation
of employees capped at $150,000 a year For the
purpose of this Special Study, these five character-
1stics define what an enterprise fund 1s

Putting Enterprise Funds
Into Operation

In the seven years since the SEED Act was
passed, the U S government has established a
total of 13 enterprise funds One, the Defense
Conversion fund, has been managed by the De-
fense Department and 1s not included here Two
Russian funds were merged in 1995, leaving a
total of 11 funds reviewed 1n this study Those
11 funds have an authorized capital of $1 4 bil-
lion, of which USAID has disbursed $550 million
All but one (the Southern Africa Enterprise De-
velopment Fund) operate in countries of the
former Soviet bloc Existing funds now cover all
of the countries in the bloc except the former
Yugoslavia and those 1n the southern Caucasus
An enterprise fund 1n the latter region 1s expected
to be established 1n 1997

The White House named 1nitial boards of
directors of the Polish and Hungarian enterprise
funds 1n February 1990 and the boards devel-
oped rules for operation and general approaches
Both funds were incorporated in April 1990 and
received initial grants from USAID in May The
funds adopted a policy, emulated by all subse-
quent funds, that the board of directors would
serve without compensation Thus, all the enter-
prise funds have relied on unpaid volunteer
work—sometimes very extensive—by their
boards Both initial funds also decided to create
internal management structures rather than con-
tract out the operation of the fund *

The two funds shortly afterward estab-
lished offices in the United States and 1n the re-
cipient country, and began hiring staff The time
required for this process led to the first uneasi-

The Enterprise Fund Experience

ness that the funds were moving too slowly A
congressional committee complained in October
1990, 10 months after the legislation was ap-
proved and 6 months after the first two funds
were ncorporated that

The Committee 1s concerned with the
lengthy delay in beginning operations of the
Polish-American and Hunganan-American
enterprise funds Nearly 1 year has passed
since Congress approved the Presidents
request to establish these funds as a primary
source of United States assistance to emerg-
ing private sectors in Hungary and Poland
The record of activity 1s as yet too sparse
for the Committee to draw any conclusions
about the effectiveness of the enterprise
funds and about whether they represent any
model for how U S assistance could be
channeled to other Eastern European coun-
tries T

In response to complaints that USAID was
attempting to supervise the operation of the
funds, the same report reiterated the congres-
sional intent that the funds were to be operation-
ally independent It stated that USAID’s role was
“simply to write the check on a periodic basis
when the enterprise funds determine that addi-
tional funding 1s necessary °’

Despite the perception of slowness to
make investments, the mitial response to creation
of the first two funds was positive enough to lead
the government to establish two additional funds
in 1991—the Czech—Slovak Fund in March and
the Bulgarian Fund in November While the
Czech and Slovak Republics were similar to Po-

To speed up fund activity, USAID had issued a call for
proposals for management of enterprise funds using
general terms of reference before the funds were for-
mally created The proposals received were provided to
the fund boards when they were constituted In both
cases, the fund board decided to hire 1ts own manage-
ment staff Use of management contracts was seen as
too expensive and not likely to provide the country ex-
pertise required

‘U S Senate Report 101-519 p 111
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land and Hungary 1n economuic structure, Bulgaria
was a more speculative venture, though hopes were
high in the State Department that 1t could quickly
follow those countries in moving toward a market
economy In announcing the Bulgarian Fund,
Lawrence Eagleburger then deputy secretary of
state, characterized Bulgaria as “the best-kept se-
cret in Europe ”

There was then a hiatus of more than two
years Governments in other former Soviet-bloc
countries expressed interest in enterprise funds
as a US government endorsement for private
enterprise development USAID did some plan-
ning for new funds, but the Clinton admin:stra-
tion was mitially skeptical of their desirability
The creation of additional funds had consider-
able support from the State Department, nota-
bly from American ambassadors 1n the region
The latter saw funds as a tool for promoting
American 1nvestment and demonstrating U S
support for the move to a market economy The
decision to start a Russian fund was made 1n
September 1993 This was followed by a second
Russian fund for large enterprises in February
1994, by four additional funds in the summer of
1994, and two more 1n February 1995, including
one for Southern Africa—the first and only fund
outside the former Soviet bloc

Case studies of each of the 11 funds were
prepared for this study Each provides a history
of the fund s activities and the approaches 1t has
used These are summarized in table 1 and in the
appendix More briefly, a capsulized summary of
each fund’s activities follows 1n chronological
order of the fund’s incorporation

The Polish—American Enterprise Fund
(1990 ultimately $264 million) has built a suc-
cessful portfolio that should return a profit to
the U S government The fund raised $250 mil-
lion in private money, created Poland’s first mort-
gage bank, and established a successful and
widely emulated small-loan program The fund
was a highly visible presence 1n Poland, particu-
larly during the period 1991-93 before signifi-

cant private foreign mvestment began to flow nto
the country Its board included members ofthe U S
financial community but also former national secu-
nty adviser Zbigniew Brzezinski, and AFL—-CIO
president Lane Kirkland, both of whom had been
active for more than a decade in promoting Poland’s
separation from the Soviet bloc Polish members of
the board were major figures including a subse-
quent prime minister and a former finance minister
It stopped making new investments in early 1997
and has begun discussions with the U S govern-
ment for its dissolution

The Hungarian—American Enterprise
Fund (1990 $70 million) began at the same time
as the Polish fund Its original board sought to
make the fund a major player in the Hungarian
financial community Like the Polish fund, 1t be-
gan making investments quickly It appeared to
be on track to be fully invested by the end of
1993 But the fund’s activities were, 1n effect,
suspended for nearlv a year in 1993 because of a
major conflict with the US government The
fund established a merchant banking subsidiary
m 1992 as a means to promote investment 1n
Hungary When details of the financial commuit-
ments to the merchant banking principals became
public in 1993 U S government disbursements
were held up Fund management was eventually
changed, and the fund later resumed operations
Hungary has attracted large amounts of foreign
mvestment, and the fund has since become a re-
spected, though small player in the Hungarian
financial community The fund raised $50 mul-
lion 1n private money 1n 1997 It may return a
profit to the U S government

The Czech—-Slovak American Enter-
prise Fund (1991, $65 million) took a more ex-
plicitly developmental approach than either of the
two earlier funds seeking investments in startup
firms and firms 1n smaller towns and high-unem-
ployment areas In-country staff had little finan-
cial experience and the board chairman’s domi-
nance of decision-making led to high staff turn-
over This sharpened the problems of managing
a high-risk portfolio Following a period of con-

Enterprise Funds A New Development Tool?



Table 1. Summary of USAID-Supported Enterprise Funds

Enterprise Incorporation Approved USAID Basic Country

Fund Date Funding ($ m) | Disbursements Tools Conditions

Polish Apnil 1990 $264 fully equity, small good

committed loans strategic

investing

Hungarian April 1990 $70 fully equity good

committed

Czech-Slovak | March 1991 $65 $46 equity good
and loans

Bulgarian November 1991 $55 $31 equity and poor
small loan

Russian September 1993 $340

Fund for Large | Februarv 1994 $100

Enterprise

Restructuring

U S —Russia May 1995 $440 $102 equity, loans mixed

from merger of
RAEF and FLER

Baltic July 1994 $50 $15 loans good

Romanian July 1994 $50 $16 equity mixed

Central Asian | July 1994 $150 $53 equity, mixed
small loan

Western NIS August 1994 $150 $28 equity, poor
small loans

Albanian February 1995 $30 $4 equity loans poor

Southern February 1995 5108 $2 loans, equity good

Africa

flict within the board of directors a small scandal
led to replacement of the chairman The U S gov-
ernment subsequently asked the entire board to re-
sign Afterthe U S government named a new board
in 1996 the fund sold 1ts Czech portfolio for only
10 cents on the dollar It concentrated 1ts remaiming
assets i the Slovak Republic

Some have used the poor performance of
this fund to suggest closer U S government over-
sight for enterprise funds This fund consulted
more with USAID officials and provided consid-
erably more information on each of its operations

The Enterprise Fund Experience

than either of the two earlier funds, so lack of over-
sight was not the major 1ssue It was onlv in 1994,
after management problems had continued to per-
sist, thatthe U S government began to show con-
cern By that time, most of the poor investments
had already been made

The Bulgarian—American Enterprise
Fund (1991, $55 million) has disbursed only
about 60 percent of its authorized capital in five
years of operation, so any assessment of 1ts suc-
cess 1s still premature This fund had early losses
on 1ts first two projects, both joint ventures and



has since experimented with a variety of ap-
proaches None of these has yet been obviously
successful, and the fund has created substantial re-
serves agamnst losses 1n the portfolio Optimism about
the Bulgarian economy evident at the creation of
the fund has proven unfounded Economic reforms
expected with the collapse of communism did not
occur and the country drifted for several years A
severe economic and political crisis led to a change
in government 1n early 1997 With the change the
fund was again hopeful of making new investments

The U S —Russian Investment Fund
(1995, $440 million) came from the merger 1n
1995 of two funds established 1n 1993 and 1994
These were the Russian—-American Enterprise
Fund and the Fund for Large Enterprise Restruc-
turing The fund established an extensive network
of offices and has begun a variety of activities
[ts operating costs have been high, investment
activity slow More than 3% years after the first
Russian fund was created, disbursements for in-
vestments are only 15 percent of 1ts capital

The Baltic—American Enterprise Fund
(1994 $50 mallion) concluded that the up-front
costs of developing an equity portfolio would be
too high The fund chose to specialize in small
loans (average of $100 000) 1n the three Baltic
republics (Estonia, Latvia, and Lithuania), seek-
1ng to minimize operating costs by standardizing

its product By May 1997 1t had disbursed $8 8
million

The Romanian—-American Enterprise
Fund (1994, $50 million) made seven invest-
ments for $5 8 million by the end of 1996 and
also commuitted $5 million to a small-loan pro-
gram It faced serious problems with country con-
ditions and there were major conflicts within the
board of directors, with both the president and
chairman resigning By early 1997 country con-
ditions had improved, and internal conflicts had
abated In May 1997, the fund reached agreement

with an Austrian investor to sell half1its $8 milhion
investment portfolio and to cofinance all future 1n-
vestments on a 50—50 basis This should ultimately
provide about $17 million 1 private funds

The Central Asian—American Enter-
prise Fund (1994 $150 million) operates in five
Central Asian countries, though most of 1ts ac-
tivity has been in two—Uzbekistan and
Kazakstan It has moved more rapidly than any
of the other new funds By June 1997 1t had com-
matted $46 million (and disbursed $31 milhion)
in 24 ivestments It also had committed $10
mullion to a small-loan subsidiary, disbursing $4 5
million to 68 borrowers Uzbek policy action 1n

1996 ending currency convertibility curtailed in-
vestment there

The Western Newly Independent States
Enterprise Fund (1994 $150 million) operates
i Ukraine, Belarus, and Moldova, though nearly
all of 1ts activity so far has been in Ukraine By
the end of 1996 i1t had made commitments on 18
investments for $26 million, and 1t had opened a
bank for small-lending operations

The Albanian—-American Enterprise
Fund (1995 $30 million) 1s the smallest fund It
operated for only about one year when civil dis-
turbances led to the evacuation of the American
Embassy and the fund’s Albamian manager It had
disbursed about $2 5 million in investments With
the return of civil order the fund 1s considering
establishing a bank

The Southern African—-American En-
terprise Development Fund (1995, $108 mul-
lion) began with a more explicit developmental
mandate and with a closer tie to LSAID which
has a nonvoting member on 1ts board of direc-
tors The board, now 18 members strong, had
difficulty coming to final agreement on approach
and on selection of management staff The fund
made 1ts first disbursement 1n June 1997

Enterprise Funds A New Development Tool?



Activities of
The Enterprise Funds

All the enterprise funds have 1dentified fi-
nancing to medium-size enterprises as their main
goal Through 1997 the enterprise funds had 1n-
vested about $500 mullion in some 250 firms Two
thirds of their investments were in equity With
the exception of the Baltic fund every fund has
preferred equity investment over loans Invest-
ments have averaged about $2 million overall,
but the average for individual funds varies from
$400,000 to $3 million Funds with larger initial
capitalizations have preferred larger deals The
funds have typically sought to build up a portfo-
1o of 30-50 investments 1n companies with
growth potential Funds usually have taken m-
nority equity positions but most were willing to
take majority positions to improve prospects for
the company

Once an enterprise fund invests in a com-
pany 1t typically requires the firm to upgrade 1ts
financial management by improving 1ts account-
1ng and management information systems, and
typically the fund acquires a seat on the
company s board of directors The expectation
1s that the enterprise fund will oversee expan-
sion of the company 1n line with business plans
developed jointly, and will sell 1ts holdings after
3-5 years

Enterprise funds have also engaged in
three other significant activities

Small- and micro-loan programs Most
funds have also established small-loan programs
(typically $20 000 to $100,000), or micro loan
programs ($1 000 to $20,000) In most cases,
the fund have used existing banks as the vehicle
for these programs usually providing technical
assistance to the bank on the design of the new
program In Poland the small-loan program was
amajor success making more than 5 000 loans for
$175 million by the end of 1996 The low dehin-
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quency rate on these loans—below 2 percent—
1dentified an underserved but profitable market,
leading to emulation by Polish banks A microloan
program launched in 1995 by the Polish fund also
shows promise However, none of the small-lend-
ng programs mitiated by other funds has yet shown
the promise of stmilar success The Polish fund ac-
counts for more than two thirds of the number of
small and micro borrowers of all the funds Most
funds have treated this activity as a sideline respon-
s1ve to USAID’s interest 1n small and micro enter-
prises

Technical assistance The early funds
were encouraged to provide technical assistance
to promote transition to a market economy The
Polish fund was provided an additional $15 mul-
lion for this purpose, and the Hungarian fund $5
million The funds undertook a variety of small
activities, ranging from information packages on
the operations of a market economy to manage-
ment training for businessmen One such activ-
ity—supplementing the salary of a Hungarian
government official—led to adverse publicity and
to a conclusion by the U S government that tech-
nical assistance should be circumscribed to ac-
tivities related to the funds’ investments Subse-
quent activities typically included assistance in
establishing accounting and management infor-
mation systems Eventually the U S government
ceased providing separate funding for such ac-
tivities Those funds without separate funding for
technical assistance have spent little for such
purposes

Raising private capital Enterprise funds
were expected to attempt to raise private capital
to supplement their own efforts with U S gov-
ernment resources Most funds have expressed
an mtention to do so Private capital provides
important benefits to the fund It allows the fund
to spread its overhead costs over a larger invest-
ment pool and to market i1ts country and enter-
prise expertise Potentially more important, pri-
vate capital allows a means to compensate se-
nior fund managers for successful investments In
the private sector, this 1s typically done through a



share 1n the profits of a venture fund Such profit-
sharing 1s not possible with the capital provided by
the U S government, and compensation to employ-
ees 1s limited to $150,000 per year

So far, only three funds have actually
raised private capital the two original funds in
Poland and Hungary and the Romania fund The
Poland fund has done so twice, 1n 1992 and 1997,
raising a total of $250 million The Hungarian
fund raised $30 million and the Romanian fund
an amount likely to be about $17 million For
the most part, private investors have not seen
enterprise funds as a necessary intermediary for
investment Many private venture capital funds
have begun operating in the region, and multi-
lateral institutions (notably the European Bank
for Reconstruction and Development and Inter-
national Finance Corporation) have promoted
others All told, the total flow of private invest-
ment to the region has grown dramatically over
the past five years

Expectations and Results

When the enterprise fund concept was
first introduced there were many things that the
designers believed they might achieve Given the
unknowns about the transition from communism
many possible results were plausible Possible
areas where funds might make key contributions
included promotion of joint ventures with U S
companies, a role 1n privatization and as a way
of providing a more flexible response to the prob-
lems of economic transition from communism
The available evidence on what enterprise funds

have done 1n various possible roles 1s discussed
below

Enterprise Funds as Promoters
Of Joint Ventures

Some expected at the outset that enter-
prise funds would catalyze joint ventures between
American firms and host country enterprises
Indeed, some of the early funds saw the U S

office as a vehicle for such investments Early ex-
periences of the Hunganan and Czech—Slovak funds
with joint ventures encouraged by the U S office
were unsatisfactory, and later funds used their host
country office as the locus for investment activity

Joint ventures also have produced mixed
results The Bulgarian fund had major problems
with 1ts first two 1nvestments, both of which were
joint ventures and the Russian fund had a major
failure 1n a joint venture with a U S company
Some smaller joint ventures succeeded, but pro-
motion of joint ventures 1s not a major feature of
the current investment strategy of any of the en-
terprise funds All the funds see domestic enter-
prises as their main target group and use the host
country office for identifying and reviewing in-
vestment proposals

Involving American Entrepreneurs

An expected though unquantifiable result
of the enterprise fund program 1s to enlist the
mvolvement of successful American businessmen
1n economic development problems This prima-
rily occurs with boards of directors who serve
without compensation 1n all the funds Many
members of these boards have taken a major 1n-
terest, and committed substantial amounts of
time, to the problem of promoting economic
growth through enterprise development Never-
theless, as discussed below, there has been an
€normous increase 1n interest by American en-
trepreneurs and others in investment 1n the tran-
sition economies that has been taking place with-
out U S government involvement

Enterprise funds and Privatization

The managers of several early funds ex-
pected a large and steady “deal flow” to come
from privatization, as governments divested
themselves of state-owned enterprises The
privatization process has been slower, more po-
litical, and more complex than the early expec-
tations, and each country has followed a different

FEnterprise Funds A New Development Tool?



path to divestment While some funds, most nota-
bly in Poland have participated creatively in this, 1t
has been of marginal consequence to the invest-
ment flow of most of the funds Privatization has
done little for the funds, and the funds have done
little—because of the highly political nature of that
process—to affect the pace or structure of
privatization

Enterprnise Funds
And Stock Market Development

In the more advanced countries, as was
hoped, enterprise funds have helped significant
numbers of companies develop the capacity and
financial strength to go public and have helped
improve the chimate for publicly held companies
Nevertheless, the development of stock markets
will depend much more on factors outside the
scope of operations of enterprise funds, includ-
1ng privatization of state enterprises much larger
than those assisted by the funds

Traiming Capital Market Professionals

Most enterprise funds have been effec-
tive 1n training a group of nationals in American
techniques for investment analysis Several of the
early funds seem on the way to leaving behind
viable institutions that can serve the respective
countries’ financial markets as the develop fur-
ther, even after the enterprise fund repays its
grant to the U S government

Flexibility
Of Enterprise Funds

Part of the initial rationale for enterprise
funds was the belief that they would identify op-
portunities and adapt to the rapidly changing cir-
cumstances of transition from communism and
to the test of the marketplace faster and more
flexibly than direct USAID-managed projects This
view was amply justified in Poland where the
fund moved quickly into a variety of activities
including banking mortgage finance and small loans

The Enterprise Fund Experience

The Hunganan fund’s creation of a merchant
banking subsidiary was a less felicitous example of
flexibility Its arrangements were seen by congres-
sional leaders as a violation of the spirit of the 1n-
formal agreements on financial compensation This
case was seen as evidence of funds having too much
flexibility The U S government subsequently es-
tablished and has subsequently steadily increased,

the amount of oversight and control imposed on the
funds

In Bulgaria the enterprise fund also tested
a wide variety of instruments and approaches—
small and micro loans, sector programs for
agribusiness, hotels, and dairies—and has re-
cently returned to a primary emphasis on large
individual investments The outcome differed
from that 1n Poland in that none of the approaches
tested seems to have been particularly success-
ful The fund continues to look for a productive
niche

The poor performance of the Bulgarian
economy—In contrast to the quick turnaround
in Poland—probably best explains the fund’s
problems Nevertheless, 1t suggests a sense 1n
which enterprise funds, as a hybrid between 1n-
stitutions both public and private may be less
flexible than either A private venture-capital fund
might have chosen to invest in Bulgaria, but the
very mixed experience of such a fund’s first sev-
eral years of operation would surely have led 1t
to conclude that the time and place were not ripe
It would have redeployed 1ts capital and man-
agement time elsewhere Similarly, a UsaiD
project, faced with very modest results to show
for five years of effort, would likely have been
closed down Enterprise funds, however, are
given a fixed country mandate and an expected
tume horizon of 10 to 15 years There 1s no turn-
ing back after the initial startup

In general, benefits from flexibility of re-
sponse have been less evident 1n the more recent
funds None has so far found any rich unmined veins
sumilar to the small-lending vehicle of the Polish fund
Nor have any of the newer funds yet attempted a



major financial innovation, like the Polish fund’s
mortgage bank More broadly, the base of knowl-
edge about economic transition from both analvti-
cal work and practical experience, has increased
enormously since 1989 when 1t involved stepping
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into the unknown Inrecognition of this donor as-
sistance programs should today be adapted accord-

mgly with narrower purposes and more clearly de-
fined goals

Enterprise Funds A New Development Tool?
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Lessons From
The Fund Experience

y their nature enterprise funds are slow-

maturing activities There 1s a long ges

tation period before significant results
positive or negative will emerge * At best, ex-
perience has shown that at least six months will
elapse between the legal institution of a fund and
the beginning of 1ts investment activity From
there a minimum of three years 1s needed to com-
mit the fund’s resources with disbursements lag-
ging somewhat behind commitments Invest-
ments in the third year are likely to be signifi-
cantly better than the early ones, as each fund
has learned from experience all the problems that
anise from operating 1n a new, changing, difficult
environment

Once mvestments are made compantes
that are good bets will gradually increase their
sales and profits, with demonstrated success
emerging over several years Bad investments,

The length of the gestation period does not necessarily
correlate with effectiveness For example, primary edu-
cation 15 generally considered a critical determinant of
economic development vet 1t 1s an investment that does
not begin to pay off until children enter the labor force a
decade or more after the mnitial investment in their edu-
cation begins

by contrast, begin to emerge quickly, as firms un-
able to pay their bills stop operating Consequently
a time lapse of five to eight years 1s typically re-
quired to demonstrate the success or failure of an
enterprise fund In the meantime, results of fund n-
vestment are likely to be misleading The most con-
spicuously successful of the enterprise funds the
Polish fund showed five years of losses on 1ts port-
folio before first showing a net gain 1n 1ts 1996 an-
nual report

This basic characteristic has created seri-
ous problems for U S government oversight of
enterprise funds and for decision-making regard-
ing the creation of new funds Prodded by cir-
cumstances (the enthusiasm of ambassadors for
a fund 1n each country as a demonstration of U S
government support for transition and of host
governments anxious for additional foreign 1n-
vestment) new funds were created long before a
reasonable judgment on their ultimate efficacy
could be formed

The First Four Funds

Preliminary judgments about overall im-
pact are possible at this juncture only for the four
oldest funds, established in 1990 and 1991 All
have been operating for more than seven years
The two Russian funds were established in late
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1993 and early 1994 They thus have more than
five years of operating experience, though less
than four as a combined operation The other six
funds have existed for between four and five
years It 1s early in the life of these funds to as-
sess performance What can be assessed 1s what
the funds have attempted to do and the prob-
lems that have emerged as they did so

The first four funds have each mvested
the majority of their capital Their fortunes
cover the spectrum one enormous success, one
clear failure, one spoiled experiment and one
imcomplete

The Polish—American Enterprise Fund
played a major and perhaps critical role in
Poland’s transition to a market economy It was
the right instrument, managed by the right
people, 1n the right place, at the right time Its
close connection to the country’s political lead-
ership at the time that the pace and direction
of economic reform were still being debated
provided support for faster reform

The Hungarian—American Enterprise
Fund also may have played an important role
early, but several factors make 1ts ultimate sig-
nificance much smaller First, though the fund
may have been a key player in signaling U S
government support for Hungarian transition
1ts quantitative relevance to the transition was
soon swamped by more than $5 billion 1n pri-
vate investment flows during 1991-93 Second,
conflict with the U S government 1n 1993 over
the fund’s approach to creation of a merchant-
banking subsidiary led to virtual suspension of
fund activity for a year and to the replacement
of the fund’s chief executive officer By the end
of the hiatus, the fund was a relatively small
actor 1n a booming investment environment
What role the fund would have plaved 1n the
absence of the conflict with the U S govern-
ment has to be conjectural

The Czech—Slovak Fund the failed ex-
periment made a serious effort to 1dentify good
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mvestments It took more risks than the other early
funds Italso made poorer choices for manage-
ment staff, relying on people with considerably
less experience, and frequently replacing senior
managers The consequence was a poor portfo-
110 whose performance deteriorated even more
when conflicts with the U S government led to
long periods without strong management The ex-
perience serves to underscore the observation that
equity investment 1s a very difficult business, and
success depends on having high-quality profes-
sional staff

The Bulgarian-American Enterprise
Fund 1s the incomplete experiment Unlike what
happened 1n Poland, Hungary and the Czech
and Slovak Republics, the country environment
did not rapidly improve The fund tried a vari-
ety of approaches and activities, but none has
so far yielded major positive results Because
of 1ts slowness to invest, 1t has more in com-
mon with the later funds than with the first three
and 1s therefore grouped with them

Pace of Investment

For enterprise funds investments are the
primary vehicle for achieving impact The initial
expectation was that enterprise funds would com-
muit their capital over about three years This has
proven unrealistic While the first three funds
found suitable investments relatively quickly, the
remaining funds all moved much more slowly at
least mitially Since most of the funds are still
relatively young 1t1s still uncertain whether the
pace will speed up Data are available for all 11
funds for their first 42 months after incorporation
(see table 2) The eight most recent funds all began
mvesting at a considerably slower pace than any of
the first three funds the quickest starting of the
newer funds the Central Asian fund disbursed 30
percent of 1ts capital in the first three years, com-
pared with 45 percent for the Czech—Slovak fund,
the slowest of the early funds Altogether the first
three funds disbursed 60 percent of their capital in
the first 3'/» years of operation compared with only
24 percent for the 8 newer funds

Enterprise Funds A New Development Tool?



Table 2. Comparative Performance
During First 42 Months of Operation

Enterprise Fund

Polish
Hungarian
Czech-Slovak
Total, first three funds
Bulgarian
Russian
Baltic
Romanian
Central Asian
Western NIS
Albanian
Southern Africa

Total, last eight funds

The striking difference 1n per-
Investments as % of Capital formance for the two groups 1s
59 shown graphucally in figure 1 At first
sight, the slower start by newer funds
74 1s counter to expectations Other
50 things being equal, one would have
expected later funds to have started

60
faster They had the experience of
16 the first funds to draw onn a variety
13 of ways such as legal organization,
0 mechanisms for structuring the orga-
nization and relationships with the
45 U S government The collapse of
47 communism was more evident and
29 certain by the time the later funds

began

58
8 All the newer enterprise
24 funds have been operating for at least
42 months All but two were at least

Figure 1 Enterprise Funds

first three

disbursed capital
(%)
i
o

last eight

pums——

9 12

15 18 21 24 27 30 33 36 39 42

months after creation
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34 months old In a much shorter period—30
months—the Polish fund had

B Disbursed $66 million on investment pro-
grams, with an additional $126 million in
commuitments

B Set up small loan program disbursing
$33 million to 1,430 borrowers

B Bought a private bank
M Raised $100 million 1n outside capital

M Established the country’s first private
mortgage bank

Nothing remotely similar 1s yet evident
in any of the newer funds

That the eight newer funds were uni-
formly slow 1n starting up suggests strongly that
the difficulties trace mainly to common problems
rather than to individual fund managements Af-
ter all, each fund 1s managed by a different group
of individuals with extensive business experience
It 1s to be expected that the experimentation and
diversity of approach would lead some funds ina
more promising direction than others

Two common factors suggest themselves
as explanations First, the economic climate 1n
the latter eight countries 1s distinctly less favor-
able than that of the first three Macroeconomic
policy 1s less propitious, the legal and regulatory
environment 1s less developed A working paper
for this study compared the economic environ-
ments 1n the countries with enterprise funds”
Going by the available data, the author classified
only Poland Hungary, the Czech and Slovak

See Dale Adams “The Environment for Small Firms
and Financial Markets in Eastern Europe and the Former
Soviet Union USAID/CDIE March 1997

14

Republics, Latvia and Estonia as market econo-
mies All the other former communist countries
were seen to be at an earlier state 1n both eco-
nomic policies and institutions Second the funds
have more competition from private ivestors,
and so, unlike the first enterprise funds, they lack
easy access to the most promising investments This
point 1s developed further below

Enterprise funds were seen not just as
competent 1nvestors 1 40 or so ventures in a
country but also as catalysts for the creation of
a dynamic private sector Congress approved
creation of the first funds in 1989 three weeks
after the Berlin Wall had fallen and the future of
Eastern Europe was still speculative Events
moved quickly after that but only after a failed
Soviet coup 1n 1992 could the transition of the
entire region away from Soviet-dominated so-
cialism be considered reasonably ensured Con-
sequently, enterprise funds were a creative 1ni-
tial experiment 1n promoting foreign investment
in the region The uncertainties were so great
that private foreign investment was seen as un-
likely until conditions were clarified

The first two funds do appear to have played
a kev catalytic role, and their initial operations pre-
ceded any substantial direct foreign investment In
Poland, the fund provided 29 percent of total di-
rect foreign investment during 1ts first two vears of
operation In 1990 net foreign mvestment flows into
the entire former Soviet bloc were $300 mullion,
more than two thirds of 1t flowing into Czechoslo-
vakia The Czech-Slovak fund was the first to op-
erate 1n a country where direct foreign investment
was already substantial (inflows of $464 million in
1989-90)

Enterprise Funds A New Development Tool?



Like the Czech-Slovak fund, all of the later
funds began investing subsequent to substantial di-
rect foreign investment Table 3 summarizes the
amount of direct foreign investment that had already
taken place before the enterprise fund in each coun-
try undertook significant activity The comparison
1s stark In the first two fund countries, only $100
mullion of Western direct investment preceded ac-
tivity by the fund In the more recent eight funds a
total of $6 8 billion preceded their investments

Thus while the enterprise fund may have
been the biggest game 1n town 1n Warsaw 1n 1990,
capable of commanding the attention of the
country ’s political leaders, none of the later funds
had this luxurv The favorable experience of the

Polish fund may have contributed somewhat to the
perception that the time was ripe for private invest-
ment 1n the region In any event, private capital in-
flows exploded after 1991 They reached more than
$11 billion in 1996 and accumulated to more than
$42 billion for the period 1991-96 Only 1n Poland
did investments by an enterprise fund account for
more than 4 percent of net direct foreign invest-
ment, most funds were 1n the neighborhood of 1
percent of such investment

Much of this investment flowed to major
projects such as privatization of public utilities
and large industrial firms, thus 1t does not com-
pete directly with the orientation of the enter-
prise funds toward medium-size firms Neverthe-

Table 3 Enterprise Funds and Direct Foreign Investment

Fund Authorized Date of First DFI Before Prior DFI Fund

Capital for  Investment by Significant mflow as % Investments

Investment  Enterprise Fund Activity of Fund as % of all

($ milions) Fund ¢ mllhons)a Resources DFI, 1989-96

(% millions)

Polish 240 October 1990 100 L2 56
Hungarian 60 October 1990 0 0 04
Czech-Slovak | 60 October 1991 1,054 1,757 05
Bulgarian 50 August 1992 102 204 36
Russian 440 September 1994 1575 358 11
Baltic 50 September 1995 788 1,576 05
Romanian 50 February 1996 969 1938 06
Central Asian 150 March 1995 1619 1,079 11
Western NIS 150 November 1995 914 609 13
Albanian 30 January 1996 178 593 10
Note South Africa 1s excluded because unlike the rest of the countries 1t did not undergo a transition from
socialism
*Since foreign investment data are available only on an annual basis the comparisons cannot be exact The
cutoff years for prior direct foreign mvestment flows were as follows 1990 for Polish and Hungarian 1991
for Czech—-Slovak 1992 for Bulgarian 1993 for Russian 1994 for Baltic and Central Asian and 1995 for
Romanian Western new independent states and Albanian Direct foreign investment data are from the
European Bank for Reconstruction and Development

Lessons From the Fund Experience
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less, some other private investors have looked for
opportunities in this area In addition international
agencies notably the European Bank for Recon-
struction and Development and the International
Finance Corporation, have provided large amounts
of both loan and equuity funding for the region

Other investors’ nterest also had the effect
of stiffening the competition for people with the ap-
propriate country and financial expertise The funds
had to compete with private firms offering compen-
sation to the best professionals far in excess of the
$150 000 ceiling on salary payment to fund em-
ployees Funds had the dual difficulty of uring quali-

fied people and holding onto people whose skills
they had developed

The experience of the newer funds does
demonstrate the commitment of all the funds to
prudence 1mn investment The U S government,
beginning with the 1990 congressional report
cited earlier has consistently pushed enterprise
funds for a faster rate of disbursement To their
credit, the boards of directors—with the excep-
tion of the Czech—Slovak Fund—have not re-
sponded to this encouragement by investing with-
out due diligence Though the funds have made
mmvestment mistakes, they have shown care and
concemn for results in managing public resources

Profitability
Of Enterprise Funds

Enterpnise funds differ from more typical uses
of U S foreign aid funds by offering the prospect
of returming money to the Treasury once the fund
has completed 1ts work Although some USAID re-
sources (usually for private-sector activity) are lent
for long maturity and later repaid to the Treasury
the great bulk of U S foreign assistance 1s in the
form of grants Thus enterprise funds may offera
more cost-effective way to promote development
There are two 1ssues in this area 1) the amount of
resources that enterprise funds are likely to have
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available at the time when the entity 1s dissolved
and 2) the ultimate disposal of those resources

As of the end of 1998 none of the enter-
prise funds had a net worth equal to the value of
the U S government funds 1t had received The
Polish fund had shown a net gain in 1997, but a
sharp decline 1n the Polish stock market following
the Russian financial collapse cut the market value
ofits portfolio in 1998 The Hungarian fund also
saw 1ts portfolio decline in value in 1998 Both funds
could well show a net gain in their portfolio by the
time they are disbanded Of the other two early
funds, the Czech—Slovak 1s likely to have lost most
of the resources provided by the U S government,
while (more speculatively ) the Bulganan fund 1s likely
to show a smaller loss

Consequently, none of the early funds 1s
likely to be profitable for the U S government
in a financial sense Financial profitability would
require that the portfolio grew by enough to pay
the interest cost incurred by the US Treasury
for the resources provided to the enterprise funds
Roughly that would mean that an enterprise fund
operating for 10 years would have to show a
nominal profit of about 40 percent

For the newer funds, 1t 1s too early to specu-
late about their ultimate profitability, but the perfor-
mance of their investments so far gives no evidence
that they will fare better than the early funds In-
deed, the prospect 1s that they will do less well
Most of the new funds have had far higher operat-
ing costs than the early funds That means they will
have to earn a higher rate of return than the early
funds on the resources actually invested

The second 1ssue 1s the disposal of each
fund’s capzital once 1t 1s disbanded This applies
only to the first 10 funds The Southern Africa
Enterprise Development Fund was created as a
permanent entity Polish fund s resources are cur-
rently being debated within the U S government
The Clinton administration has been considering al-
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locating about half the proceeds into a foundation
mn Poland that would permanently promote private-
sector development The other half would be re-
turned to the Treasury Another proposal favored
by some 1in Congress, would leave the entire pro-
ceeds in Poland Whatever the outcome, the deci-
sion 1n the Polish case 1s likely to set a precedent
for the proceeds from the other funds

Prospects for the Future

As indicated earlier, 1t 1s still too early to
judge the value of the existing enterprise funds
Much of their impact 1s still to be determined
As the funds become fully invested over the next
4 to 5 vears much will be learned about their
effectiveness and significance They have built
up expertise in working in difficult country con-
ditions experience that can be expected to pay
off 1n a faster pace of investments in the future
Judging by the commitment of fund managers to
making the concept work, and the care that they
have shown the managers are likely to succeed
on average 1n building good portfolios of invest-
ments—unless country economic conditions de-
teriorate How this plays out in the individual
cases, and the contribution 1t makes to the over-
all development of the countrv concerned will de-
pend on the skill of the individual managers

The Problem of Incentives

Many fund principals have dedicated sub-
stantial time and effort to the success of their
enterprises, and there 1s no indication that any of
the funds have suffered through lack of atten-
tion Nevertheless, financial incentives are at the
heart of market economies The investments that
cause economic growth are made because the en-
trepreneurs undertaking them expect to be re-
warded by profits 1f they succeed and penalized
by losses if they do not Governments have usu-
allvy failed as owners and managers of produc-
tive enterprises because they fail to provide in-
centives for profitable operation

Lessons From the Fund FExperience

Enterprise funds are unusual 1n seeking to
create profitable companies while limiting the use
of financial incentives They differ from the private
sector financial tradition 1n two ways First, mem-
bers of the funds boards of directors donate, gratis
their ime and expertise to the effort Second, some
fund employees accept lower incomes than they
could earn elsewhere The compensation limit of
$150,000 a year 1s below that of private venture
fund managers operating in these countries (though
compensation in private venture funds 1s usually
heavily dependent on profitability of the invest-
ments) Employees of the funds are expected to
create wealth for others without the reward usually
expected from success

The use of nonmonetary incentives by the
U S government has a long and honorable tra-
dition There has been no shortage of commutted
volunteers when the need for them was evident
as during wartime or natural disasters Where a
task 1s urgent and 1s connected to U S national
purposes, 1t 1s likely to gain the interest of suc-
cessful people

As tasks become less urgent and critical,
though, the ability to attract the best people to an
activity and to maintain a high level of commitment
1s likely to wane It will become more difficult to
secure the best candidates for positions, and those
who are appointed are likely to become less en-
gaged Where enterprise funds stand 1n this respect
1s impossible to say Nevertheless 1t seems safe to
say that “incentive misalignment” 1s not a proper
long-run approach to any problem As a problem
turns from cntical to chronic from urgent to worka-
day, the incentive structure needs to change The
U S government like others should be expected
to pay for what 1t gets
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Conclusions- Are More
Enterprise Funds Needed?

The available evidence suggests that enter-
prise funds can work They can play a constructive
role 1n promoting the development of the private
sector by identifying and making prudent invest-
ments 1n medium-size companies and helping them
grow Compared with the alternatives available in
1989 to encourage private sector development 1n
those countries, the first enterprise funds were good
investments, and the Polish fund exceeded any rea-
sonable expectations More recently created funds
have not lived up to the hope that they would play a
transformative role 1n helping countries move to
market economues In large part that 1s because of
two factors First, the condition they were created
to promote (the flow of private investment nto
former communist economues) 1s already happen-
g Second, the institutional conditions for private
sector dynamism are much less developed and are
likely to emerge only gradually

Despite the difficulties encountered by
newer enterprise funds, do they represent a bet-
ter way than other alternatives to achieve the
development goals that the U S government has
established for 1ts foreign aid activities? Enter-
prise funds cannot be compared with activities
1n other sectors, such as health and population, but
they do seek the same broad goals as USAID ac-
tivities 1n promotion of private sector devel-
opment For many years, both USAID and other
donors sought to provide financing to the pri-
vate sector through lending programs through
“development banks,” which channeled donor re-
sources 1nto mvestment 1n business enterprises
The development banks, usually government
controlled, often invested in the wrong enter-
prises managed their portfolios poorly and be-
came funnels for donor flows rather than inter-
mediaries between savers and investors USAID
no longer supports this approach, though some
other donors still do and enterprise funds are
clearly a better approach
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In recent years USAID has experimented
with a variety of other approaches These have in-
cluded projects to encourage stock-market devel-
opment, venture capital projects ' banking reform,
and other related activities Many of these projects
are recent so the track record has not been estab-
lished, although results on some of them are thought
to be quite encouraging

In the 1960s and 1970s USAID relied
mainly on host government agencies to implement
1ts assistance programs, mncluding those intended to
promote the private sector Inrecent years and no-
tably 1n dealing with the former Sowviet bloc, the
Agency has experimented with a variety of ap-
proaches m which 1t sets the broad goals but in which
private firms manage the activity For example a
recent USAID project to create an over-the-counter
stock market 1n Romania used American financial
firms to design the system Such hybnd approaches
open up many possible combinations of U S gov-
ernment and private sector collaboration Promot-
ng enterprise development 1s not simply a matter of
choosing between enterprise funds and government-
run activities but one of designing programs that
best suit the problems being addressed

Enterprise funds were created 1n part be-
cause the world was stepping 1nto the unknown,
and flexibility was critical The ambiguous rela-
tionship between the funds and the U S govern-
ment (with the latter providing the money but
having no formal role on the funds’ boards of
directors) seemed a reasonable compromise at
the time The available evidence suggests that
the critical problems are now quite different The

For a discussion of the problems USAID and other do-
nors have had with this vehicle see Cressida McKean
Development Finance Institutions A Discussion of Do-
nor Experience USAID/CDIE July 1990

TFor a discussion of USAID s disappointing experience

with direct promotion of capital markets see James Fox
The Venture Capital Mirage USAID/CDIE 1996
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1ssue 1s not one of encouraging private imvestment
flows to transition economies Rather 1t 1s one of
ensuring policy environments that will continue to
encourage flows mto productive activities Anditis
an 1ssue of creating the wide range of institutions,
such as legal and regulatory necessary to providing
a clear set of rules of the game for private entrepre-
neurnal activity

In sum, the available evidence suggests that
enterprise funds are best suited to situations in which
two condrtions exist First the government must be
strongly commutted to private sector development
and to market economics Second, there must be a
substantial number of investment opportunities
where infusions of capital and technical assistance
can produce quick results These results will then
reinforce the government’s commitment to the poli-

Lessons From the Fund Experience

cies 1t has instituted Poland, Hungary and Czecho-
slovakia i 1989 came much closer to meeting these
criteria than did the countries in which enterprise
funds were established later

In countries 1n the developing world, the
first condition will be met more frequently than
the second In most developing countries, pri-
vate sector development 1s likely to be a slower
process where institutions and attitudes of gov-
ernment officials and the public will evolve only
gradually Where slower change 1s likely the use of
public funds to finance the expansion of a few indi-
vidual enterprises also becomes questionable In
such cases, the U S government should look for
more narrowly directed activities more closely linked
to immediate problems, but that help lay the basis
for dynamic growth of the private sector
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Appendix

USAID-Supported
Enterprise Funds:
Case Summaries

he following text summarizes the experi-
T ence of the 11 enterprise funds established

with USAID funding since 1990 They cap-
sulate more detailed case histories that have been
prepared on each of the funds The funds have
an authornzed total funding of $1 4 bitlion The
funds were 1mitially established as independent
of USAID and generally free to set their own ap-
proaches and implementation mechanisms (An
early congressional appropriations report states
that USAID’s only responsibility was to ‘write a
check when the funds say they need 1t ”) The
funds have gradually come under increasing man-
agement oversight by USAID The success of the
funds has varied widely, as the case studies indi-
cate

1 Polish—-American
Enterprise Fund

The Polish—American Enterprise Fund has
been operating since 1990, capitalized by a grant
from USAID with an authorized total funding of

These summaries were drawn from the longer case studies of
each of the funds written by Zan Northrip Ellen Peterson
and James Fox

$256 million The fund seeks to promote develop-
ment of the Polish private sector through a comb:-
nation of equity nvestment in medium-size and small
Polish firms, strategic investments 1n financial en-
terprises, lending for smaller businesses and tech-
nical assistance Its approach has been to build up
a Polish professional staff in a core institution and
to create a series of other self-sustaining entities
including a mortgage bank and a commercial bank
spectalizing in small loans The fund has mamtamned
this general approach consistently over time

The fund was a highly visible presence in
Poland particularly during the period 1991-93
before significant private foreign investment be-
gan to flow 1nto the country Its board included
members ofthe U S financial community but also
former national security adviser Zbigniew
Brzezinski and AFL—CIO president Lane Kirkland,
both of whom had been active for more than a
decade 1n promoting Poland’s separation from
the Soviet bloc Polish members of the board
were major figures including a subsequent prime
minister and a former finance minister

The Polish—American Enterprise Fund 1s
the most successful of the USAID-financed en-
terprise funds The fund has raised $100 million
in capital from other sources in 1992 for joint
private enterprise investment, and 1t closed on a
second fund, of $162 million 1n 1997 Its small-
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lending program 1dentified an important nuche (loans
of $20,000 to $75,000) not being served by extst-
ing mstitutions and demonstrated how financial ser-
vices could profitably be provided to this segment
of the market Later 1t established a program for
even smaller loans to test whether this market seg-
ment could also be reached profitably A mortgage
bank played a pioneering role in mortgage finance
and helped improve the institutional environment for
mortgage-based housing finance It was sold to
General Electric Credit for a small profitin 1998
On the whole, the fund has approximately broken
even, with assets at the end of 1998 about equal to
the value of the U S government grant

In May 1996 the fund saw 1ts mandate as
nearly fulfilled It began discussions withthe U S
government for an orderly termination The fund
1s expected to sell 1ts assets and end operations
by 2001 In 1997, the administration proposed
to return about $155 million to the U S Trea-
sury, with the remaining assets (then estimated
at $125 muillion) to be transferred to a perma-
nent foundation to promote Polish development
Ambiguities 1n the original concept for enterprise
funds have made this controversial, and some
have proposed that all of the proceeds from the
fund’s dissolution remain in Poland Congres-
sional action will determine the ultimate outcome

In sum the fund has played an important
role in Poland’s transition to a market economy
Alone among the enterprise funds, 1ts perfor-
mance has clearly exceeded the expectations of the
U S government in establishing 1t

*The fund had shown a net gain through 1987 but a sharp
decline 1n Polish stock prices m 1988 in the wake of finan-
cial difficulties 1n other emerging markets reduced 1ts valu-
ation by about $30 million Valuations could nse by the time
that the assets are sold Nevertheless, it seems unlikelv that
the fund will be profitable to the U S government m finan-
cial terms (including the cost to the U S Treasury of mter-
est on the mtial grant) To break even n these terms the
funs would have to produce an increase in value by $100
million

A2

2 Hungarian—American
Enterprise Fund

The Hungarian—American Enterprise
Fund was created 1n 1990, at the same time as
the Polish-American Enterprise Fund It has
made mainly equity investments in 40 enterprises
in Hungary From 1ts inception, the fund’s pri-
mary purpose has been to promote development
of the Hungarnan private sector through equity
mvestment in privately held companies which
would be divested as their operations matured
Its approach has been to build up a Hunganan
professional staff that could manage the fund’s
investments and raise additional private money

The fund began making investments
quickly and appeared to be on track to full dis-
bursement by the end of 1993 However, 1ts ac-
tivities were 1n effect, suspended for nearly a
year 1n 1993 because of a major conflict with
the US government The fund established a
merchant banking subsidiary 1n 1992 as a means
of promoting investment i1n Hungary When de-
tails of financial commitments to the merchant
banking principals became public 1n 1993 Con-
gress held up further U S disbursements The
fund’s management was eventually changed, and
the fund later resumed operations The new man-
agement restored good relations with the U S
government though the suspension of operations
was costly to the fund’s effectiveness

The fund operated 1n a relatively favor-
able country environment with transformation
of the economy from communism occurring rap-
1dly and successfully Broadly, the Hungarian
economy evolved as the fund had expected By
September 1998 the fund was almost entirely a
Hungary-based operation and was 1n the process
of privatizing 1ts management staff as a step to-
ward dissolution of the fund

The Hungarian—American Enterprise Fund

had an investment portfolio of 22 firms in 1998,
having divested 1tself of 25 firms from earlier in-
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vestments In 1997, the fund succeeded 1n estab-
lishing a private equity fund of $30 million The
fund’s portfolio was valued 1n September 1998 at
$24 million compared with a cost basis of $37 mul-
lion The fund had shown a modest rise from costa
year earlier, but a stockmarket decline 1n 1998 fol-
lowing the Russian financial crisis sharply reduced
the value of 1ts traded companies Altogether, the
Hunganan—Amerncan Enterprise Fund s assets were
valued, probably conservatively, at $29 milhion 1n
1998 compared with USAID disbursements of $52
million for nontechnical assistance activities

3 Czech-Slovak—-American
Enterprise Fund

The Czech-Slovak—American Enterprise
Fund has been in operation since 1991 making
mainly equity investments 1n about 50 enterprises
in the Czech and Slovak Republics From 1ts in-
ception, the fund’s primary purpose has been to
promote development of the private sector
through a combination of equity investment and
lending 1n small and medium-size enterprises The
fund sought to make profitable investments, but
1t also attempted to promote investment 1n
smaller towns, export industries, and joint ven-
tures with U S businesses In early years, 1t re-
lied heavily on expatriate staff including the
MBA Enterprise Corps and International Execu-
tive Service Corps, to serve as 1ts investment of-
ficers, thus 1t did not build up a local professional
staff Like the other early enterprise funds, this
fund has sought to increase 1ts impact by attract-
1ng private money, but without success

The fund has operated in relatively favor-
able country environments, though the division
of Czechoslovakia into two separate republics
1n 1993 did cause some dislocations 1n economic
activity The fund from the outset maintained
separate offices in Prague and Bratislava, so 1t
was not sertously affected The transformation of
the two economies from communism was occur-
ring rapidly and successfully, though more so for
the Czech Republic However the fund has fared
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poorly, with many investments proving unsatisfac-
tory Atthe end of 1996, the Czech operation was
disbanded, and the investments of this part of the
fund sold to a private investor at a loss of 90 per-
cent of original cost

The major factors 1n the fund’s poor per-
formance are thought to be excessive centraliza-
tion of decision-making 1n the fund’s board of
directors, lack of effective oversight of invest-
ments, and rapid staff turnover particularly 1n
Prague The Slovak office has also experienced
substantial, though smaller, write-downs of its
investments A small-scale scandal in 1995 led
to the replacement of the chairman of the board
the entire board of directors later resigned At
the direction of the U S government, two new
boards of directors were created in 1996 an in-
terim board which took over in May 1996 to
restructure the portfolio, and a new permanent
board, which began to operate 1n October 1996

The new board spent most of 1ts efforts
during 1ts first two years working out or dispos-
1ng of problem nvestments that it inherited Few
new nvestments were made As of September
1997 the 27 investments held by the fund were
valued at $2 1 million, compared with a cost ba-
sis of $9 § million All together, the fund valued
1ts net assets at $12 6 million representing the
carrying value of the $46 2 million recerved from
the U S government

The Czech-Slovak—American Enterprise
Fund experience was a watershed in U S gov-
ernment relations with these entities, with pro-
found consequences for subsequent U S govern-
ment oversight The portfolio losses showed that
things could go very wrong for enterprise funds
demonstrating that oversight could not be left
only to the fund’s board of directors These dif-
ficulties led the U S government to replace the
entire board This action, not contemplated 1n
grant agreements or corporate charters, cleared up
ambiguities about the relationship between the
U S government and enterprise funds Enterprise
funds are creations of the U S government which
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showed 1tself to be prepared to redirect a fund s
activities or to demand the resignation of 1ts board
of directors

4 Bulgarian—~American
Enterprise Fund

Like the Bulgarian economy itself, the
pace and performance of investments made by
the Bulgarian—American Enterprise Fund were a
frequent disappointment Five years after 1ts for-
mation, the fund had placed less than $20 mal-
lion of 1ts $55 mullion 1n authorized capital It
had several early losses, and the value of the
fund’s portfolio at the end of 1996 was estimated
(probably conservatively) at two thirds of 1ts ni-
tial worth While the fund has realized signifi-
cant achievements in providing small-business
and microcredit loans, those programs had to be
curtailed 1n 1996 to rein 1n delinquencies rising
in the wake of a new Bulgarian economic crisis

A tenet of the enterprise fund model 1s
the flexibility of fund directors and management
to alter their products 1n response to market cir-
cumstances The fund made major changes to its
offerings 1n 1994 when 1t shifted from an em-
phasis on large equity placements to one that tar-
geted micro and small borrowers Three years
later the fund returned to an emphasis on larger
investments Buoyed by both an improvement 1n
the Bulgarian policy regime and the earlier col-
lapse of much of the country’s financial system
the fund sharply increased its investments in 1997
and 1998 and appears likely to be fully invested
by the end of 1999

Bulgaria provided the enterprise fund
model with challenges more daunting than those
encountered in Poland or Hungary The U S
government has consistently pushed the fund to
invest at a faster rate than the fund found pru-
dent It1san open question—particularly given the
economic crisis of 1996—97—whether faster dis-
bursement would have been desirable Should the
economic recovery begun in 1997 prove sustain-
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able, the fund s caution during earlier years will
prove justified

5 U S —Russlian
Investment Fund

The U S ~Russian Investment Fund was
formed 1n May 1995 through the merger of two
existing enterprise funds The Russian—American
Enterprise Fund, with an authorized capital of
$340 million and the Fund for Large Enterprise
Restructuring, with an authorized capital of $100
million, had been established 1n September 1993
and February 1994 respectively to promote the
development of viable private enterprises in Rus-
sia Although both funds operated in Russia, each
had been created to serve a distinct financial mar-
ket—the Russian—American Enterprise Fund for
small and medium enterprises and the Fund for
Large Enterprise Restructuring for large nonde-
fense enterprises Both imitially emphasized 1n-
vestment in equity

The early experience of the Fund for
Large Enterprise Restructuring was seen as more
positive than that of the Russian-American En-
terprise Fund The former had commutted more
than $30 milhion, or 30 percent of its authorized
capital 1n 1ts first 15 months following incorpo-
ration The Russian—American Enterprise Fund,
by contrast, had barely begun to make commait-
ments though 1t had built up a large staff and
had opened offices in six cities The high operat-
1ng costs of maintaining two funds, and the slow
pace of investment by the Russian—American
Enterprise Fund, along with conflict within its
board of directors, led to the decision by the U S
government to merge to two funds The chair-
man and the chief executive officer of the Fund
for Large Enterprise Restructuring assumed the
same positions 1n the merged fund

Replacing the original funds withthe U S —
Russian Investment Fund allowed a sigmificant re-
duction 1n staffing and other administrative costs
The rate of investment 1n 1996 however was seen
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by USAID as disappointingly slow The uncertain-
ties related to national elections may have contrib-
uted to thus The pace of investment increased some-
what 1n 1997 and further 1n 1998, but the fund’s
accumulated disbursements for mvestments by Sep-
tember 1998 had reached only 28% of1ts capital

By assuming the responsibilities of both of 1ts pre-
decessors the fund took on the broadest most
complex mandate inthe U S government s enter-
prise fund program With $440 million 1n authorized
capital, 1t 1s also the largest of the enterprise funds

6 Baltic—-American
Enterprise Fund

The Baltic—American Enterprise Fund
was established in 1994, drawing on a grant from
USAID with an authorized total funding of $50
mullion The fund seeks to promote development
of a standardized lending vehicle for small busi-
ness in the three Baltic countries (Latvia,
Lithuania and Estonia) Average loan size was
targeted to be about $100,000 The fund con-
cluded that 1ts small capital and 1ts three-coun-
try mandate made loans preferable to equity 1n-
vestment The fund also sought to diversify its
mvestment activity among economic sectors, to
promote activity outside the capital cities, and
to distribute 1ts operations “equitably” among the
three countries Operationally 1t established of-
fices in each It hired core staff for these offices
but used subcontracting extensively for admin-
istration logistics, and training

The fund 11 1997 began to broaden its
approach beyond 1ts initial standardized loans by
offering mortgage loans and seeking occasional
equity mnvestments By September 1998 after
slightly more than four years of operation, the
fund had made more than $25 million in invest-
ments Its portfolio performance was considered
to be quite satisfactory, with only small arrears
on 1ts outstanding loans
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7 Romanian—-American
Enterprise Fund

The Romanian—American Enterprise
Fund incorporated in July 1994 was capitalized
with a $50 million grant from the U S govern-
ment The fund has had wide latitude 1in setting a
course of action and developing a range of fi-
nancial products that would meet 1ts dual com-
mercial and development goals

The fund established explicit division be-
tween “revenue generating” and “development”
activities The latter include three programs pro-
viding small or micro loans About $5 million has
so far been commutted for these programs

The revenue-generating activities are em-
bodied 1n 1ts major investment program, which
makes investments 1n the $500,000-$5 million
range The fund has invested about $28 million
for this purpose In 1997 the fund sold half of1ts
major nvestment portfolio to a private group,
which also agreed to coinvest 1n all future Ro-
manian—American Enterprise Fund projects The
fund hopes to bring up to $50 million 1n private
money under 1ts management

The fund has had to deal both with diffi-
cult internal and external environments Prior to
the probusiness presidential and parliamentary
elections of November 1996, economic and po-
litical progress im Romania was halting and
marked by significant reversals Almost since 1ts
inception, the fund has been beset by a number
of board and management problems three of the
fund’s board members have resigned 1n protest
and the board chairman was voted out By early
1997, a new president of the fund and a new
chairman of the board were 1n place and man-
agement stability had been restored
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8 Central Asitan-America
Enterprise Fund

The Central Asian—American Enterprise
Fund was established as a nonprofit corporation
in July 1994 Its purpose was to encourage the
transition to market economaies 1n five republics
of the former USSR—Kazakhstan, Kyrgyzstan
Tajikistan, Turkmenistan and Uzbekistan—by
promoting development of viable private busi-
nesses The fund was established with an autho-
rized capital of $150 million

The fund 1dentified 1ts role as providing a
combination of debt and equity to small and me-
dium enterprises that offered prospects for sub-
stantial growth and profitability The fund moved
quickly to develop a portfolio of investments By
September 1998 1t had disbursed $77 million It
was the fastest of any of the newer funds in com-
mitting capital during 1ts first three years of op-
eration though its performance in this regard
has lagged substantially behind the initial funds
Besides 1ts investment portfolio, the fund estab-
lished a subsidiary to make smaller loans (typi-
cally of $10 000 to $100 000) through partici-
pating commercial banks in the republics About

$12 million was lent under this program through
1998

The fund has encountered major differ-
ences 1n the country environment 1n the five re-
publics It established representative offices in
each and has lent substantial amounts 1n each
country Kazakhstan has received the largest
share (33 percent), and Kyrgyzstan the least (8
percent) The Uzbek government’s 1996 move
to end the convertibility of the currency led the
fund to plan to curtail activity there The fund
has explored the possibility of raising additional
capital from other sources to supplement 1ts U S
government grant, but this had produced no re-
sults by the end of 1998 In 1998, the fund be-
gan to experience serious problems with 1ts port-
folio realizing a loss of $5 million from invest-
ments and currency depreciation It substantially
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raised the provision against losses 1n 1ts investment
portfolio

9 Western NIS
Enterprise Fund

The Western NIS Enterprise Fund was or-
ganized 1n August 1994 with an authorized capi-
tal of $150 million The fund’s mandate covers
three countries—Ukraine Moldova, and
Belarus—and the fund has opened offices in each
The political and economic climate 1n Belarus has
been quite unfavorable, and Moldova offers only
Iimited opportunities, so tne fund has concen-
trated 1ts efforts in Ukraine The fund’s programs
include 1ts direct investment program (which had
invested 1n 16 firms in Ukraine and 2 1n Moldova
by September 1998) and a $5 million small-lend-
1ng program operating through four offices n
Ukraine By September 1998, the fund had in-
vested $48 million and considered its portfolio
to be performing satisfactorily

10 Albanian—-American
Enterprise Fund

The U S government first expressed will-
ingness to establish an enterprise fund for Alba-
nma in May 1992 Doubts about the feasibility of
such a fund 1n this small economy slowed for-
ward movement, but a formal commitment was
made 1n January 1994 It was only 13 months
later 1n February 1995, that the Albanian—Ameri-
can Enterprise Fund was legally established, with
an authorized capital of $30 million through a
grant from USAID This gives 1t the smallest capi-
tal of any enterprise fund The fund’s purpose
was 1dentified as promoting the expansion of
small and medium-size enterprises in Albania
through both 1ts investment activity and encour-
agement of economic policies more favorable to
development of the private sector
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The fund s core activities have been making
both equity investments and loans Through the end
of fiscal year 1998 the fund had disbursed $2 ml-
lion in 10 investments Though the fund expressed
a preference for equity investment, 60 percent of
the portfolio was m loans The fund also has sought
to establish a commercial banking subsidiary and
requested USAID approval 1n early 1997

The Albaman country environment has
presented major difficulties for the fund In 1997
the collapse of several financial pyramid schemes
sparked several months of anarchy In 1998 the
U S government responded to threats of terror-
1sm by closing its embassy and requiring all U S —
supported organizations, including the fund, to
evacuate the country Despite these difficulties,
the fund had made commitments of $22 million
on some 30 investments, including the purchase
of a commercial bank Notwithstanding the po-
litical environment the fund regarded the per-
formance of 1ts investment portfolio as generally
satisfactory

11 Southern Africa
Enterprise Development Fund

The Southern Africa Enterprise Develop-
ment Fund was created 1n February 1995 to pro-
vide equity and debt capital to enterprises in 11
southern African countries It was the first en-
terprise fund to be created outside the former
Soviet bloc and was established with an autho-
rized grant of $108 million from the U S gov-
ernment
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The fund’s backers also hoped to innovate
on the existing enterprise fund model, taking ad-
vantage of lessons learned from the European funds
Among the improvements sought by the fund’s cre-
ators were a strengthening and formalization of re-
lations between the fund and the U S government
a clarification of fund objectives, a clearer strategy
for fund evolution and maturity and a structure of
monetary incentives for fund managers These goals
were partially achieved Alone among the enterprise
funds, a usaip employee participates as a nonvot-
ing member of the board of directors

The fund’s structural improvements were
accompanted by greater restrictions on fund
placements The fund does not enjoy the “not-
withstanding” authority granted to the European
funds and 1s therefore subject to a range of U S
regulations and procedural requirements from
which the other funds are exempt, such as a pro-
hibition on investment in southern African indus-
tries potentially competitive with American pro-
ducers The restrictions make the achieving fund
sustainability more difficult and give the fund less
flexibility in demonstrating profitable investments
to outside capital

Clarnty of intent (whach 1s lacking in much
of the US enterprise fund program, but better
established 1n the basic documents of the fund)
has not yet borne fruit in the fund’s operations
A very large board of directors has apparently
been split on approaches to implementation and
the selection of top management was delayed by
these differences It took the fund more than two
years to make 1ts first disbursement By Septem-
ber 1998 1t had disbursed $8 2 million in invest-
ments 1n 13 enterprises
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